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THE MATTER OF THE US E OF HOOK-UP  FEES
FOR ELECTRIC AND NATUR AL GAS  UTILITIES .

DOCKET no. E-00000K-07-0-52
DOCKET no. G-00000E-07-0052

ADDIT IO NAL RES P ONS E
O F

S OUTHWE S T GAS  CORP ORATION

On J a nua ry 17, 2007, the  Arizona  Corpora tion Commis s ion (Commis s ion) ope ne d a

ge ne ric inve s tiga tion docke t into the  fe a s ibility of e ne rgy utilitie s  a s s e s s ing a n initia l a mount,

re fe rre d to a s  a  "hook-up fe e ," on ne w cus tome rs  for the ir infra s trucme  re quire me nts  in Arizona .

Initia l comme nts  we re  provide d by S outhwe s t Ga s  Corpora tion (S outhwe s t) on April 5, 2007.

On Octobe r 18, 2007, a  s pe cia l ope n me e ting a nd works hop wa s  he ld. At the  works hop,

Commis s ion  Utilitie s  Divis ion  S ta ff (S ta ff) pos e d  twe lve  que s tions  fo r d is cus s ion  a t the

works hop. At the  clos e  of the  works hop, S ta ff invite d works hop pa rticipa nts  to provide , by

November 1, 2007, written re sponses  to the  ques tions  posed during the  workshop, in addition to

the  ve rba l re s pons e s  provide d during the  works hop. As  re que s te d, S outhwe s t provide s  its

Additiona l Response  to the  workshop questions.

Be fore  providing its  re sponse s  to the  spe cific que s tions  pose d, it ma y be  he lpful to firs t

describe  Southwest's  Arizona  na tura l gas  opera tions  and its  se rvice and ma in extens ion policie s

and practices  conta ined in Rule  No. 6 of its  Arizona  Gas  Tariff,

BAC KG R O UND

S o u th we s t is  Ariz o n a 's  la rg e s t lo c a l g a s  d is trib u tio n  c o mp a n y (LDC),  s e win g

a pproxima te ly 950,000 cus tome rs  in Arizona  a t ye a r-e nd 2006. Ne a rly one -ha lf of the s e

customers (46 percent) were  added since 1990.
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At De ce mbe r 31, 2006, S outhwe s t's  inve s tme nt in dis tribution pla nt wa s  a pproxima te ly

$1.8 billion (a t origina l cos t). Approxima te ly $1.2 billion, or 67 pe rce nt, of the  $1.8 billion tota l

dis tribution pla nt inve s tme nt a t De ce mbe r 2006 wa s  a dde d jus t in the  la s t twe lve  ye a rs . Of the

$ 1 .2  b illio n ,  5 3  p e rce n t wa s  fo r s e rvice  to  n e w cu s to me rs ,  5  p e rce n t wa s  fo r s ys te m

re inforce me nt a s  a  cumula tive  re s ult of cus tome r growth; 5 pe rce nt wa s  for high pre s s ure

dis tribution mains  to extend na tura l gas  se rvice  to outlying a reas , and 28 pe rcent was  required to

re pla ce  fa cilitie s  tha t ha ve  outlive d the ir us e ful live s . The  re ma ining 9 pe rce nt wa s  for othe r

dis tribution plant expenditures .

S outhwe s t mus t compe te  with othe r e ntitie s , including othe r utilitie s , for ra w ma te ria ls ,

such a s  s tee l, concre te , paving ma te ria ls , e t ce te ra  to build its  ene rgy de live ry infra s tructure . All

of these  ma te ria l cos ts  have  experienced s ignificant cos t increases  in the  la s t three  to five  yea rs .

Also, because  much of the  na tura l gas  dis tribution piping used by Southwest is  pe troleum based,

the  re ce nt e xtra ordina ry incre a s e s  in die  cos ts  of oil a re  a ls o re fle cte d in price  incre a s e s  for

finished na tura l gas  piping products .

Be s ide s  the  ne e d to inve s t s ignifica nt ca pita l re s ource s  to s e rve  growth due  to ne w

customers, replacement ofaging infra s tructure  will continue  to be  a  driving fa ctor in Southwe s t's

cos ts  of s e rvice . It ha s  be e n S outhwe s t's  e xpe rie nce  tha t the  cos t pe r foot for re pla cing old

facilitie s  (primarily na tura l ga s  piping) is  be tween 2 and 3 times  grea te r than the  cos t of facilitie s

to serve new customers.

Thus , e ve n with a  "hook-up" fe e  for ne w cus tome rs , the re  will continue  to be  upwa rd

pre s s ure  on cos ts  of s e rvice  a nd the  ne e d for future  ra te  re lie f a s  long a s  ra te s  a re  s e t us ing

his toric costs  while  current costs  of se rvice  esca la te  and outpace  the  corresponding revenues tha t

a re  collected from customers .

QUES TIONS  P OS ED AND RES P ONS ES

1. How do we pay for growth?
- Rates"
- Hook-up fees
- Other

There are many different mechanisms that can be used to help fund the capital required to

build the infrastructure necessary to serve new customers. A hook-up fee is only one such

mechanism. Other mechanisms, such as including construction work-in-progress in rate base,

forecasted test years, or revenue stability mechanisms, are available to the Commission to help
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ensure the utility has sufficient cash flows to fund growth-related capital investment

For many years, Southwest has utilized what is referred to as the Incremental

Contribution Method (ICE), contained in the Service and Main Extension Rules of its Arizona

gas tariff, to fund growth-related capital investment. The ICE achieves many of the purported

benefits of the hook-up fee concept. The ICE also avoids some of the inherent inequities that

might result from establishing a system-wide, average cost hook-up fee. Such a flat rate tends to

discriminate between in-fill customers and those customers in more outlying areas where longer

more costly line extensions are required to provide service. Conversely, the ICE is a balanced

and structured approach that is tailored to consider the unique circumstances of each requested

line extension and the incremental costs and associated revenues expected from the new

customer or additional load

The stated goal of the ICE analysis is to ensure that when the incremental costs of

providing service to new customers are measured against the new expected margin revenue, the

new line extension will produce at least the Commission-authorized rate of return (ROR). The

ICE includes the estimated investment in mains and services, meters, and a regulating station, if

one is required

Additional ICE factors include the following: operations expenses; expected margin

revenue; depreciation, and taxes. For the operations' cost factor, Southwest periodically reviews

and updates the operational expenses associated with new customers, such as metering and

billing. Margin revenue is calculated using the Commission-authorized basic service charge and

per therm margin rates, multiplied by estimated usage by appliance. Southwest periodically

analyzes customer usage patterns and anticipated usage by appliance to derive these estimates

State and federal income taxes, property taxes, and depreciation rates are also included, based on

the most recently-approved factors for these items from the Company's last Arizona GRC. The

resulting rate of return on incremental rate base is compared to the most recent Commission

authorized ROR to determine the economic feasibility of the extension. Southwest collects a

refundable advance equal to the initial investment in the gas facilities required to serve the new

customer. If the new line extension does not provide a return at least equal to the Commission

authorized ROR, a contribution-in-aid-of-construction (CIAC) is then required in order to

achieve the Commission-authorized ROR

Southwest's ICE model ensures that new customer growth is self-supporting and
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existing customers are not burdened by the incremental investment to serve new customers. A

significant amount of investment has been required to nearly double the number of customers

served during the last twelve years. Nonetheless, the use of the ICE has allowed Southwest to

grow economically, with increases in margin rates less than the Consumer Price Index (CPI). In

large part, the ICE enabled Southwest to double the number of customers served, while

increasing residential margin rates by only 76 percent (76%) of the CPI.

Southwest believes its ICE approach addresses many of the concerns raised by the

Commission in this investigation and further changes to its Arizona gas tariff are unnecessary

with respect to infrastructure needs related to customer growth. However, no hook-up fee or

ICE can avoid the need for rate relief when overall costs of service escalate faster than the

revenues derived from historic cost-based rates.

2. What are the fairness and equity issues associated with imposing or not imposing hook-
up fees?

a. Is it more equitable to have current utility customers paying through their rates?
b. Is it more equitable to assign those costs to new customers for whom the
infrastructure must be built?

As a  gene ra l rule  of e conomic e fficiency, cos ts  should be  a ss igned to those  caus ing die

cos ts . A prope rly-de s igne d hook-up fe e , or a n ICE a pproa ch like  Southwe s t's  for e xa mple , ca n

ass ign and collect the se  margina l cos ts  from the  appropria te  cus tomer or vintage  of cus tomers .

However, the  inte rgene ra tiona l inequitie s  tha t a re  the  crux of this  ques tion a re  an inevitable  pa rt

of utility ra te se tting.

The  tra d itiona l fo rm of u tility p ric ing  is  a ve ra ge  cos t p ric ing . In  its  s imple s t fo rm,

average  cost pricing takes  the  tota l embedded most to se rve  the  customer class  and divides  it by

the  numbe r of cons umption units  to de ve lop a  ra te  pe r unit of cons umption. Implicit in this

e mbe dde d cos t of s e rvice , howe ve r, is  a  ce rta in  a mount of ca pa city, give n the

"lumpine s s " of inve s tme nt in utility infra s tructure , the  ne e d to pla n a nd build infra s tructure  to

se rve  proje cte d ne e ds  se ve ra l ye a rs  into the  future , a nd the  pre se nce  of the  re sulting re se rve

capacity built into a  utility sys tem. During the  pe riod when new cus tomers  can be  connected and

"grow" into this  pla nne d ca pa city re se rve , the  ma rgina l cos t to se rve  the  ne w cus tome r is  much

lower than the  ra tes  tha t a re  se t on the  embedded cost of service . The  new customers are  actua lly

subs idizing the  e xis ting cus tome rs  to the  e xte nt the  re ve nue s  from ne w cus tome rs  e xce e d the

"re s e rve "
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margina l cos ts  to se rve  the  new cus tomer. Converse ly, when it is  time  to add the  next increment

of capacity, the  tota l cost of the  capacity addition is  spread to both exis ting and future  customers .

Fa irn e s s ,  like  b e a u ty,  is  in  th e  e ye  o f th e  b e h o ld e r a n d  wh o  b e n e fits  fro m th e

s ubs idiza tion tha t occurs . In  th is  ins ta nce , it ca n be  a rgue d it is  unfa ir a nd ine quita ble  to

"ove rcha rge " ne w cus tome rs  for the  be ne fit of e xis ting cus tome rs . Ye t, it is  unlike ly e xis ting

cus tome rs  would be  willing to fore go the  be ne fit of the  re ve nue s  in e xce s s  of ma rgina l cos ts

from the se  new cus tomers  if new cus tomers  we re  only cha rged the  true  margina l cos t to se rve .

The re  a re  a ls o circums ta nce s , s uch a s  s ys te m re inforce me nts  tha t be ne fit a ll cus tome rs  by

increased de live ry re liability, when it is  appropria te  to spread those  costs  to a ll cus tomers .

In ra te se tting, one  of the  goa ls  is  to achieve  the  de lica te  ba lance  be tween protecting the

ability of cus tomers  to pay the  cos ts  of se rvice  and preventing undue  discrimina tion in pricing a s

be twe e n s imila rly-s itua te d cus tome rs  or be twe e n cus tome r cla s se s . Ove r time , the  s h ifting

subsidies  be tween exis ting and new customers , as  increased costs  a re  spread over a ll customers ,

te nd to ba la nce  e a ch othe r. In this  re s pe ct, a ve ra ge  cos t pricing te nds  to produce  a  "fa ir a nd

e quita ble " s olution for utility pricing. As  imperfect a s  it may be , ave rage  cos t pricing a lso has

ce rta in advantages  in te rms of s implicity in ca lcula tion and adminis tra tion.

Tha t is  not to s a y tha t a  prope rly de s igne d hook-up fe e  or ICE a pproa ch should not be

include d in the  poss ible  solutions  for the  ve xing proble m of how to fund growth-re la te d ca pita l

requirements .

Othe r ma tte rs  of fa irness  and equity include  the  ability of the  re levant marke t to absorb a

la rge  initia l ca pita l a dva nce  for utility s e rvice  conne ctions . The  re s ulting a fforda bility of the

hous ing or comme rcia l building is  a  pra ctica l limit a s  to whe the r a  hook-up fe e  ca n be  re lie d

upon a s  the  e ntire  s ource  of funding for ne w infra s tructure  re quire d to s e rve  the  growth in

number of cus tomers . Othe r va ria ble s  to cons ide r include  the  fa ct tha t a re a s  with lowe r la nd

costs  and lower housing prices  may be  able  to absorb a  la rger hook-up fee  than may be  poss ible

in an a rea  experiencing higher land or housing prices .

The  e xpe rie nce  of Dixie -Esca la nte  Rura l Ele ctric Associa tion (Dixie ) discusse d during

the  works hop illus tra te s  the  pote ntia l e conomic dis pla ce me nt tha t could occur a s  a  re s ult of

impos ing dis s imila r hook-up fe e s  be twe e n juris dictions . Dixie  e xp e rie n ce d  a n  in flu x o f

homebuye rs  from Dixie 's  Utah se rvice  te rritory to its  adjacent Arizona  se rvice  te rritory when the

hook-up fe e  use d by Dixie  wa s  $750 in Arizona , but incre a se d to $2,950 in Uta h a nd hous ing
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a nd la nd price s  a ls o incre a s e d in the  Uta h ma rke t. S imila r dis pla ce me nts  could occur within

individua l utility s e rvice  te rritorie s  or be twe e n Arizona  a nd ne ighboring s ta te s  if a  policy of

s ignifica nt hook-up fe e s  for utility s e rvice  we re  a dopte d. Cons ume rs  a nd builde rs /de ve lope rs

would tend to migra te  to a reas  or utilitie s  not subject to Commiss ion regula tion or to othe r s ta te s

tha t did not charge  the  hook-up fees or tha t charged lower hook-up fees.

Of course , hook-up fees  a re  only one  potentia l fa ctor or me cha nism in the  tota l e qua tion

for se tting utility ra te s  a nd re cove ring sufficie nt re ve nue s  to pa y the  cos ts  to provide  se rvice  to

new and exis ting cus tomers . Whe the r the  expected cos ts  imposed on a  given utility sys tem a re

colle cte d e ntire ly up-front from the  ne w cus tome r, or spre a d ove r the  life  of the  ca pita l a s se ts

de vote d to providing utility s e rvice  through a ve ra ge  cos t ra te  ma king ca nnot be  a ns we re d in

isola tion. The  tota l ra te  de s ign a nd the  pe rce nta ge  of cos ts  of s e rvice  tha t a re  colle cte d in the

form of fixed monthly cha rges  or va riable  commodity cha rges , with the  corre sponding impact on

the  tota l cus tome r bill a nd re ve nue  s ta bility for the  utility, a re  a dditiona l fa ctors  to cons ide r in

protecting customers from frequent ra te  increases.

During the  works hop, AP S  propos e d tha t hook-up fe e s  be  tre a te d a s  mis ce lla ne ous

re ve nue , ra the r tha n a s  a n offs e t to pla nt-in-se rvice . If tre a te d a s  re ve nue  ins te a d of a  ca pita l

offs e t, the re  is  a  da nge r of ove r-re lia nce  on hook-up fe e s  for re cove ry of the  tota l re ve nue

re quire me nts  for the  utility. If the re  is  a  downturn in the  e conomy or hous ing indus try, the n the

expected revenue  s tream from hook-up fee s  will be  reduced. Without a  corre sponding revenue

ba lancing mechanism, the  resulting shortfa ll represents  a  revenue  and earnings deficiency for the

utility, which will ne ce s s ita te  a  ra te  incre a s e  re que s t. The  proble m of funding growth is  not

solved, but new problems of ra te  design and revenue recovery are  created.

Anothe r pote ntia l proble m with tre a ting hook-up fe e s  a s  re ve nue s  is  tha t the  funds

collected a re  used to offse t current expenses , ra the r than used to build plant in the  future  when

For ins ta nce , if hook-up fe e s  a re  inte nde d to pa y for incre me nta l cos ts  to se rve  ne w

cus tome rs , including a  ge ne ra tion compone nt for e le ctric s e rvice , whe n it is  time  to build the

new genera tion plant, those  funds may not be  available .

There  may be  some benefits  to trea ting hook-up fees as revenues, such as improved funds

from opera tions-to-debt coverage  (FFO) ra tios . Trea ting hook-up fees  as  revenue  could a lso he lp

a ddre s s  the  ta x lia bility is s ue  cre a te d whe n tre a ting s uch contributions  a s  offs e ts  to pla nt-in-

s e rvice . Howe ve r, it is  not ce rta in how ra ting a ge ncie s  might vie w or dis count this  inhe re ntly

needed.
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unstable revenue source. As currently structured, Southwest uses the ICE and resulting CIAC

or advance as an offset to plant-in-service and not as revenue.

3. Should hook-up fees be limited to extraordinary growth areas only? How do we define
extraordinary growth?

Economic e fficie ncy s ugge s ts  tha t cos t ca us a tion principle s  s hould be  us e d to limit

applica tion of hook-up fees  to those  a reas  re sponsible  for imposing increased cos ts  on the  utility

system. Howe ve r, the  d ifficu ltie s  of de fin ing  wha t is  e xtra ord ina ry growth  a nd  pote n tia l

dis crimina tion be twe e n s imila rly-s itua te d cus tome rs  s ugge s ts  tha t a  s ys te m-wide  a pproa ch,

cons is te ntly a pplie d, will s implify a dminis tra tion of such a  tool.

4. What are the economic development implications?
- Who is helped?
- Who is hurt?

The  primary economic impacts  of hook-up fee s  on homebuilde rs  would be  the  initia l up-

front ca pita l pa yme nt of the  fe e s , plus  the  ca rrying cos ts  (inte re s t) a s socia te d with the  up-front

ca pita l outla y. The s e  incre a s e d  cos ts  to  the  builde r a re  the n  pa s s e d  on  to  the  u ltima te

homebuye rs . Currently, the  builde rs  provide  for the  cos t of na tura l ga s  facilitie s  in the ir projects

e ither through a  refundable  advance  and/or a  non-refundable  Contribution.

S ince  the  hook-up  fe e s  a re  typ ica lly pa s s e d  a long  to  the  home buye rs  from the

homebuilde r, the  primary economic impact to the  homebuyers  is  increas ing the  cos t of the  home.

A recent s tudy of the  burden of municipa l impact fees  on housing prices  by the  Southern Arizona

Home Builde rs  Associa tion (SAHBA) es tima tes  tha t current municipa l impact fees  and taxes  can

a dd be twe e n $21,000 to more  tha n $30,000 to the  price  of a  ne w home  in southe rn Arizona .1

This  trans la tes  into an additiona l $133 to $190 pe r month in mortgage  cos ts  to the  homebuyers

Whe the r re funda ble  or not, a  hook-up fe e  for utility s e rvice  would ha ve  a  s imila r ne ga tive

economic impact to the  homebuyers  by increas ing the  cos t of the  house  and re sulting mortgage

payment.

In ce ntra l Arizona , e xis ting municipa l impa ct fe e s  ra nge  from a pproxima te ly $3,300 to

over $17,000. These  impact fees  a re  ultima te ly re flected in the  price  of the  new home  subject to

1 Southern Arizona Home Builders Association,Special Report: Government Fees & Taxes on New Homes, Aug.
2006

2 14.
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the  impa ct fe e s . Ma ny of the  ce ntra l Arizona  municipa litie s  re ce ntly a dopte d s ignifica nt

incre a se s  for impa ct fe e s , with ma ny of the se  incre a se s  be coming e ffe ctive  in Ma rch 2007. In

severa l municipa litie s , these  new impact fees  a re  more  than double  the  previous  leve l. The  long-

te rm e ffe ct of the s e  incre a s e d impa ct fe e s  on hous ing price s  a nd a fforda bility, e s pe cia lly for

mode ra te - a nd middle -income  house holds , a re  ye t to be  se e n, but a re  like ly to pa ra lle l the  cos t

impacts  e s tima ted by the  SAHBA s tudy for southe rn Arizona . These  increased municipa l impact

fe e s , e ve n without a  utility s e rvice  hook-up fe e , ce rta inly te nd to diminis h the  a va ila bility of

a ffordable  hous ing for modera te - to middle -income  familie s .

The  foregoing response  describes  economic impacts  from hook-up fees  in genera l te rms.

If hook-up fee s  we re  adopted only in an individua l utility's  se rvice  te rritory, the se  impacts  would

be  concentra ted in its  specific se rvice  a rea s . Howeve r, if hook-up fee s  we re  subs tantia l enough

and could be  avoided by building or buying in an a rea  tha t was  not subject to the  hook-up fee s ,

the re  could be  a  migra tion a wa y from tha t utility's  se rvice  te rritory, pa rticula rly on the  pe riphe ry

of the  se rvice  te rritory bounda rie s . As  note d in re sponse  to Que s tion 2, the  cus tome r migra tion

be twe e n Uta h a nd Arizona  s e rvice  te rritorie s  for Dixie -Es ca la nte  illus tra te s  this  e ffe ct whe n

dissimilar hook-up fees were  assessed between adjacent jurisdictions.

At the  re giona l le ve l, the  imple me nta tion of hook-up fe e s  could  a ffe ct the  loca tion

decis ion of res idents  and businesses  considering Arizona  compared to other s ta tes , such as  Utah

a nd Ne w Me xico. This  could put gove rnme nt e ntitie s  a nd re gula te d utilitie s  a t a  compe titive

dis a dva nta ge  in te rms  of a ttra cting or ma inta ining e conomic de ve lopme nt in Arizona . This , in

tum, could have  a  nega tive  impact on tax revenue  growth in Arizona .

In the  current hous ing clima te  in Arizona , an increase  to the  cos t of hous ing due  to hook-

up fe e s  cha rge d by e ne rgy utilitie s  to de ve lope rs , a nd the n pa s s e d on to home buye rs , could

further depress  the  res identia l housing marke t. Consequently, the  increased cost of housing may

result in builders  experiencing a  further decrease  in sa les  and revenue  from new homes, on top of

a n a lre a dy we a ke ning cons truction indus try. Othe r tra de -offs  for the  home buye rs  ma y include

de ve lope rs  building s ma lle r-s ize  home s  or incre a s ing hous ing de ns ity to  compe ns a te  for

decrea sed margin to the  deve lope r because  of increa sed initia l cos ts . According to the  Arizona

Re a l Es ta te  Ce nte r for Arizona  S ta te  Unive rs ity (AS U), me dia n income  is  a  prima ry fa ctor for
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de te rmining hous ing a fforda bi1ity.3 If the  incre a se  in the  price  of the  house  due  to the  hook-up

fe e s  is  gre a te r tha n the  incre a s e  in me dia n income , the n, a ll othe r things  be ing e qua l, fe we r

persons can afford a  given house.4

Ne w cus tome rs  ma y ge ne ra lly se e  highe r ne w home  price s  a nd de pre sse d a fforda bility,

both in the  short-te rm a nd in the  long-te rm. The re  ma y a lso be  le s s  cus tome r choice  in e ne rgy

sources and reduced aggregate  energy efficiency, as noted in response to Question 6.

5. What are the implementation issues?
- Is a phase-in period necessary?
- How should the phase-in be properly done?

Depending on the magnitude of any hook-up fee that is adopted, if any, there may be a

period of time necessary to educate all relevant stakeholders about the mechanism established.

Southwest suggests a sufficient period, perhaps six to twelve months, be permitted to conduct

such educational outreach prior to actual imposition of the mechanism.

Another implementation issue is whether the Commission has the authority under ARS

40-250 to increase rates charged to customers outside of a general rate case or without hearings

that the increase is justified and reasonable. Imposition of a significant hook-up fee would affect

a utility's rate of return on its investment. The effect on a utility's rate of return necessitates that

hook-up fees can only be implemented in the context of a general rate case and the Commission

would have to address imposition of hook-up fees on a case-by-case basis for each regulated

utility. Thus, an appropriate process must be established so that all relevant stakeholders have

adequate notice and opportunity to be heard on setting the level of the hook-up fee for the

individual utility.

In terms of administration, a determination is needed as to whether to apply the hook-up

fees to applications for utility service that were received prior to the effective date of the fee, but

not yet processed. Consequently, some transition period is advised.

6. What are the unique implications of assessing hook-up fees to gas companies?

Southwest reiterates that consistent application of its ICE and line extension CIAC and

advance rules already address concerns related to funding growth-related capital expenditures.

3 Prof. Jay Q- Butler,Higher Home Prices Impact Affordability in 2005 (Ariz. Real Estate Center, Ariz. st. Univ.,
4 2006) Ar http://www.po1y.asu.edu/realty/studies/annual/2005Affordability.doc. Last accessed Mar. 9, 2007.
Id.
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S outhwe s t ha s  s ignifica ntly improve d the  le ve l of inte rna lly-ge ne ra te d funds  a va ila ble  for

growth-re la ted construction s ince  its  2004 Arizona  genera l ra te  case .

During the  works hop, Commis s ione r Ma ye s  a s ke d whe the r S outhwe s t would be ne fit

from both its  ICE a pproa ch a nd a  hook-up fe e  in te rms  of ge ne ra ting a dditiona l ca s h flow for

growth-re la te d ca pita l e xpe nditure s . S outhwe s t ha s  ins ufficie nt da ta  to a s s e s s  the  pote ntia l

impacts  of imposing both mechanisms for na tura l gas  se rvice .

The  primary conce rn would be  the  magnitude  of any hook~up fee  or combina tion of fees .

This  includes  the  magnitude  of the  initia l fees  charged jus t for na tura l gas  se rvice , the  magnitude

of initia l fe e s  cha rged jus t for e lectric se rvice , or the  combined magnitude  of initia l fe e s  for both

e lectric and na tura l gas  se rvice  and the  ability of a  deve loper or builder to pass  through such fees

without nega tive ly a ffecting profitability. Othe r conce rns  include  unintended consequences  tha t

might occur from adopting a  program of manda tory cha rges  for utility se rvice  connections .

Care  a lso must be  taken to avoid unintended consequences  and to consider the  e ffects  of

impos ing hook-up fe e s  in combina tion with continue d us e  of the  ICE for a  na tura l ga s  utility.

More  is  not necessa rily be tte r if the  pe rce ived initia l inves tment to provide  na tura l ga s  se rvice  is

not offse t by the  gre a te r source  e fficie ncie s  or consume r de ma nd for na tura l ga s  a s  a n e ne rgy

choice .

Eve ry building mus t ha ve  e le ctric se rvice , but not a ll buildings  ne e d na tura l ga s  se rvice .

If the  initia l fe e s  cha rge d for e le ctric s e rvice  conne ctions  a re  too high, a  builde r ma y a void the

initia l fe e s  for na tura l ga s  se rvice  conne ctions  a nd choose  e le ctric-only se rvice  for the  building.

Likewise , if the  initia l fees  for na tura l gas  se rvice  connections  a re  too high, the  builde r may seek

to avoid those  fees and again choose  e lectric-only service .

Be ca us e  it is  typ ica lly much  more  e xpe ns ive  to  re tro fit a  bu ild ing  fo r na tura l ga s

plumbing than it is  to ins ta ll dua l ene rgy sys tems during the  cons truction phase , it is  unlike ly tha t

the  ultima te  home  buye r or comme rcia l build ing owne r will la te r ins ta ll na tura l ga s  to  the

s tructure . This  ra is e s  obvious  compe titive  conce rns  if the  na tura l ga s  utility is  e ffe ctive ly shut

out of the  ne w cons truction  ma rke tpla ce . More  importa ntly, e ne rgy cons ume rs  would  be

effective ly precluded from choosing be tween energy sources  for those  applica tions  where  na tura l

ga s  is  the  mos t e fficient ene rgy choice  or pre fe rred by the  ene rgy consumer. This  will lower the

aggrega te  ene rgy e fficiency of the  s tock of housing and commercia l buildings  in Arizona .

There  a re  other unintended consequences  of imposing hook-up fees . S ince  the  builder or
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de ve lope r typica lly doe s  not ha ve  to live  with the  long-te rm e ne rgy cos ts  of a  give n home  or

building, the y a re  more  like ly to focus  on short-te rm profita bility a t the  e xpe nse  of the  long-te rm

cos ts  of u tility s e rvice  for the  ultima te  home  buye r or bus ine s s  in  the  ca s e  of comme rcia l

buildings . If the  ma gnitude  of the  up-front fe e s  re quire d for ga s  a nd/or e le ctive  s e rvice  is  too

gre a t, a  builde r or de ve lope r could ins ta ll e le ctric-only s e rvice  a nd a void the  hook-up fe e  or

a dditiona l cos ts  for na tura l ga s  s e rvice . The  builde r would  s a ve  mone y, but the  u ltima te

cons ume r ma y fa ce  much highe r e ne rgy cos ts  ove r the  life  of the  building be ca us e  the y a re

precluded from access  to the  grea te r source  e fficiencies  offe red by na tura l gas  for space  hea ting,

wa te r he a ting, cooking, a nd othe r a pplica tions  whe re  na tura l ga s  is  a  more  e fficie nt e ne rgy

source .

Loss  of the se  ene rgy e fficiencie s  and subs titute  sources  of ene rgy for end-use s  actua lly

furthe r conce ntra te s  the  monopoly for e le ctric utility s e rvice . The  a bility to e a s ily s ubs titute

na tura l gas  for e lectricity for a  given end-use , and vice -ve rsa , se rves  a s  an important curb on the

monopoly P owe rs  of the  e ne rgy utilitie s . Cons ume r choice  is  more  limite d  if a  builde r or

de ve lope r e s che ws  dua l e ne rgy cons truc tion  a nd  goe s  e le c tric -on ly a s  a n  un in te nde d

consequence  of imposition of hook-up fees .

If pre clude d from na tura l ga s  a s  a n e ne rgy source , tota l e le ctric e ne rgy consumption in

Arizona  would like ly incre a s e , not de cre a s e , if la rge  hook-up fe e s  we re  impos e d for e ithe r

e le ctric s e rvice  or na tura l ga s  s e rvice  or the  combine d e ffe ct of both e le ctric a nd na tura l ga s

hook-up fe e s . This  would only a ggra va te  the  ne e d for a dditiona l e le ctric ge ne ra tion a nd

tra nsmiss ion re source s  a nd furthe r la rge  ca pita l ouda ys  by Arizona  e le ctric utilitie s . If a dopte d,

a ny me cha nism re quiring la rge  a mounts  of initia l ca pita l outla y to conne ct to e s se ntia l utilitie s

must be  constra ined by these impacts and potentia l consequences.

7. Effectiveness of hook-up fees
- Full or limited benefit? e.g., tax implications

Consis tent applica tion of Southwes t's  ICE and CIAC and cons truction advance  rule s  has

improve d S outhwe s t's  inte rna l ge ne ra tion of funds  for ca pita l e xpe nditure s . While  a  prope rly

d e s ig n e d  h o o k-u p  fe e  mig h t a ch ie ve  a  s imila r b e n e fit fo r e le c tric  u tilitie s ,  its  u ltima te

e ffectiveness  rema ins  limited by the  tax implica tions  of such contributions  to capita l. Unde r

curre nt IRS  rule s , the  utility mus t book the  monie s  re ce ive d a s  a n offs e t to the  ca pita l pla nt
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account and recognize  the  monie s  rece ived a s  taxable  income . The  utility mus t pay the  current

taxes  on the  monies  rece ived, so current tax payments  due  a re  increased, but the  utility does  not

have  additiona l revenues, per sh, to pay the  increased taxes, so there  is  a  diminished cash flow to

the  e xte nt of the  incre a s e d ta x obliga tions . Additiona lly, be ca us e  the  utility re cords  a  lowe r

amount for plant-in-se rvice , the re  is  le ss  ra te  base  upon which to apply the  ra te  of re turn, furthe r

diminishing pote ntia l ca sh Hows . S o, unde r curre nt a ccounting a nd IRS  rule s , impos ition of a

hook-up fee  would be  of only limited bene fit.

The re  is  a ls o  cons ide ra ble  que s tion  on  how impos ition  of hook-up  fe e s  would  be

pe rce ive d by the  ra ting a ge ncie s . If us e d a s  pla nt offs e ts , it is  unlike ly to  be  pe rce ive d a s

improving funds  from ope ra tions  in ca lcula ting de bt cove ra ge  ra tios . Nor is  it ce rta in if a dding

an unstable  revenue source  would be  perce ived any more  favorably.

Southwe s t ha s  obse rve d tha t jurisdictions  tha t utilize  re ve nue  s ta biliza tion me cha nisms

and more  forward-looldng measurements  of plant-in-se rvice  a re  viewed more  favorably by ra ting

a ge ncie s  in a s se ss ing the  fina ncia l outlook for re gula te d utilitie s . These  mechanisms a re  a lso

a va ila ble  to the  Commis s ion to a ddre s s  the  que s tion of how to pa y for growth-re la te d ca pita l

expenditures  while  minimizing impacts  to cus tomers , reducing the  need for frequent genera l ra te

cases , and improving the  financia l s tability of the  utilitie s .

8. What are the competitive issues or concerns?

Since  a ll homes require  e lectric se rvice  by necess ity, but not na tura l gas  se rvice , builde rs

ma y choos e  to incur only the  hook-up fe e  for e le ctric s e rvice  a nd a void the  cos t to provide

na tura l ga s  s e rvice . The  builde r would utilize  a ll e le ctric a pplia nce s , ra the r tha n build a  dua l-

e ne rgy home . Cons ume rs  would  be  e s s e n tia lly de n ie d  me a ningfu l choice  for a pplia nce

purchases , energy e fficiency, and home comfort.

Als o , be ca us e  e le c tric  a pp lia nce s  typ ica lly ha ve  much  lowe r s ource -to -e nd-us e

e fficiencies  compared to na tura l gas  applica tions , tota l e lectric ene rgy demands  in the  s ta te  may

actua lly increa se  if such a  s ingle  utility se rvice  choice  was  inadve rtently incanted. More  e lectric

genera tion and transmiss ion would need to be  ins ta lled and poss ibly more  na tura l gas  burned in

the  ge ne ra tion proce s s , with comme nsura te  incre a se s  in e le ctric ra te s  a nd the  ove ra ll cos t of

na tura l gas  to a ll consumers . There  could a lso be  a  potentia l nega tive  compe titive  impact for the

na tura l ga s  s e rvice  provide r, a s  builde rs  ma y opt to re duce  the ir cos ts  a nd provide  only one

12



energy source  (e lectricity) for the  homebuyers.

If cons ume rs  be a r the  ma jority of the  fina ncia l burde n of hook-up fe e s , hous ing price s

will increa se . Unde r an a ssumption tha t consumers  a re  free ly mobile , consumers  may re fuse  to

pa y highe r price s  in re gula te d utility s e rvice  te rritorie s  s ubje ct to hook-up fe e s  (or s imply be

una ble  to  a fford the  highe r price s ). The re fore , re gula te d utilitie s  ma y be  a t a  compe titive

disadvantage  with non-regula ted utilitie s  with respect to cus tomer growth.

9. Would hook-up fees create customer confusion"
- What customer education would be necessary?

Whe the r the re  would be  cus tome r confus ion is  more  of a  function of who be a rs  the

incide nce  of the  hook-up  fe e . If a s s e s s e d a ga ins t the  re s ide ntia l hous ing de ve lope r or

comme rcia l builde r, the  hook-up fe e  would mos t like ly s imply be  pa sse d through in the  form of

highe r price s  for the  house  or comme rcia l s tructure . The  hook-up fe e  is  ma ske d, in e ffe ct, a nd

more  tha n  like ly pa id  for ove r time  in  the  form of h ighe r mortga ge  pa yme nts  o r cos ts  o f

fina ncing the  cons truction. Cus tome r confus ion  cou ld  e xis t fo r ra ndom, ind ividua l line

extens ions , however. In those  cases , the  utility cus tomer bea rs  the  entire  burden of the  hook-up

fee , probably without the  ability to spread such costs  over time .

The  amount of cus tomer educa tion (or res is tance) is  a lso dependent on the  magnitude  of

the  hook-up fe e . If sufficie ntly low a nd ge ne ra lly a fforda ble , e spe cia lly re la tive  to the  re sulting

price  of the  home  or building, cus tomers  a re  le ss  like ly to ques tion the  impos ition of the  hook-up

fee  than if the  fee  were  se t much higher.

Give n the  pre va le nce  of impa ct fe e s  cha rge d by municipa litie s  on ne w cons truction,

cus tomers  may be  aware  of such fee s  and le ss  educa tion may be  necessa ry. The  is sue  of how

bes t to educa te  cus tomers  on the  topic of hook-up fee s  pre sents  an opportunity for coope ra tion

be twe e n  the  u tilitie s , the  Commis s ion  a nd  the  bu ild ing  indus try to  de ve lop  a ppropria te

informa tiona l outreach prior to implementa tion.

10. What types of infrastructure should be included in a hook-up fee?
11. Should hook-up fees attempt to pay for a new customer's full incremental cost?

Que s tions  10 a nd 11 a re  c los e ly re la te d  a nd the re fore  the  re s pons e s  combine d. It  is

g e n e ra lly a p p ro p ria te  to  u tiliz e  a  m a rg in a l,  o r in c re m e n ta l,  c o s t in  d e te rm in in g  th e  c o s t

re s pons ib ility fo r a dd ing  ne w cus tome rs . S outhwe s t u tilize s  th is  conce p t in  its  ICE a na lys is .
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The  ICE is  a  ma rgina l cos t mode l us e d to de te rmine  the  e conomic fe a s ibility of a dding ne w

cus tome rs , the re by e ns uring the  a mount of inve s tme nt for ne w cus tome rs  is  jus tifie d by the

e xpe cte d ma rgin re ve nue  from those  cus tome rs  a nd, in tum, prote cting the  inte re s ts  of e xis ting

customers . Southwes t currently includes  ope ra tiona l expenses  tha t a re  cus tomer-sens itive  in

its  ICE a na lys is , a s  we ll a s  the  incre me nta l ca pita l e xpe nditure s  for dis tribution ma ins  a nd

se rvices . S imila r cos ts  should be  included in any hook-up fee  ca lcula tion. Sys tem re inforcement

cos ts  tha t benefit a ll cus tomers , such as  ins ta lling la rge r-s ized mains  and regula ting s ta tions , a re

typica lly e xclude d from ICE a na lys is . Ma inte na nce  e xpe ns e  s hould not be  include d in the

ana lysis , s ince  new facilities  require  less  maintenance  for a  number of years .

During  the  works hop , que s tions  we re  s pe cifica lly pos e d  to  e le ctric  u tilitie s  a bout

including ge ne ra tion a s  a  compone nt of a n e le ctric hook-up fe e . The  ma gnitude  of a n e le ctric

hook-up fe e  tha t include s  ge ne ra tion a s  a  compone nt is  like ly to  be  s ubs ta ntia l. S uch a

s ubs ta ntia l e le ctric  hook-up fe e  ve ry like ly would re s ult in  the  uninte nde d cons e que nce s

de scribe d e a rlie r a nd displa ce  opportunity for na tura l ga s  in the  cons truction ma rke tpla ce , thus

limiting customer choice  and decreas ing aggrega te  energy e fficiency throughout Arizona .

12. Should different sized customers pay different hook-up fees?

Yes. If marginal costs principles are used to establish hook-up fees, then it is appropriate

to charge fees based on customer size and demands expected to be placed on the utility system.

Southwest's ICE utilizes this marginal cost approach. The ICE analysis is tailored to the

individual circumstances for each line extension. The ICE recognizes the expected revenues

from the new customer and the incremental costs to extend service to the customer. A similar

approach can be used to develop hook-up fees.

C O NC LUS IO N

If the Commission decides to adopt hook-up fees as part of the range of options available

to address the question on how best to fund growth-related capital expenditures, in an effort to

protect customers from double-digit electric utility rate increases, then care must be taken to

ensure the magnitude of such charges does not create competitive concerns or unintended

consequences. Southwest believes that application of its existing main and service extension

rules, through the use of the ICE, effectively shields existing customers from the costs of
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growth, a nd obvia te s  the  ne e d for na tura l ga s  hook-up fe e s  throughout its  Arizona  s e rvice

te rritory. The re  a re  a dditiona l me cha nisms  tha t ma y be  more  e ffe ctive  in providing more  s ta ble

re ve nue  s tre a ms  for utilitie s  to me e t the  cha lle nge s  of growth a nd to fund the  re pla ce me nt of

aging infra s tructure .

Southwe s t looks  forwa rd to a dditiona l opportunitie s  to work with the  Commiss ion, othe r

energy utilitie s , and the  othe r s takeholde rs  in Arizona  on this  topic.

DATED a t Las  Vegas , Nevada  this  1" day of November, 2007.

S OUTHWES T GAS  CORP ORATION

\

Kai¢h§».. Bt0W/1
Associate General Counsel
Southwest Gas Corporation
5241 Spring Mountain Road
Las Vegas, Nevada 89150
Telephone: (702) 876-7157
Facsimile: (702) 252-7283
Keith. brown@swgas. Hom
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